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Part IV

A corporate credit union that has met all
the requirements established by NCUA for
this Part IV may participate in loans with
member natural person credit unions as ap-
proved by the NCUA and subject to the fol-
lowing:

(a) The maximum aggregate amount of
participation loans with any one member
credit union must not exceed 25 percent of
capital; and

(b) The maximum aggregate amount of
participation loans with all member credit
unions will be determined on a case-by-case
basis by the NCUA.

[75 FR 64851, Oct. 20, 2010]

EFFECTIVE DATE NOTE: At 77 FR 74111, Dec.
13, 2012, appendix B was amended by remov-
ing Part I (a)(2); redesignating Part I (a)(3),
(4), and (b) as Part I (a)(2), (3), and (4), respec-
tively; removing Part II (b)(2); redesignating
Part II (b)(3), (4), and (5) as Part II (b)(2), (3),
and (4), respectively; and revising Part I
(a)(1), Part II (b)(1), and Part III (b), effective
June 11, 2013. For the convenience of the
user, the revised text is set forth as follows:

APPENDIX B TO PART 704—EXPANDED
AUTHORITIES AND REQUIREMENTS

* * * * *
PART I
* * * * *
(a) * * *

(1) Purchase an investment after con-
ducting and documenting an analysis that
reasonably concludes the investment is at
least investment grade;

* * * * *
PART II
* * * * *
(b) * % *

(1) Investments must be made pursuant to
an explicit policy established by the cor-
porate credit union’s board of directors. Be-
fore purchasing an investment, the corporate
credit union must conduct and document an
analysis that reasonably concludes the for-
eign issue or issuer has no more than a mini-
mal amount of credit risk;

* * * * *
PART IIT
* * * * *

12 CFR Ch. VII (1-1-13 Edition)

(b) Credit Quality:

All derivative transactions are subject to
the following requirements:

(1) If the intended counterparty is domes-
tic, the counterparty must meet minimum
credit quality standards as established by
the corporate’s board of directors;

(2) If the intended counterparty is foreign,
the corporate must have Part II expanded
authority and the counterparty must meet
minimum credit quality standards as estab-
lished by the corporate’s board of directors;

(3) The corporate must identify the criteria
relied upon to determine that the
counterparty meets the credit quality re-
quirements of this part at the time the
transaction is entered into and monitor
those criteria for as long as the contract re-
mains open; and

(4) The corporate must comply with §704.10
of this part if the credit quality of the
counterparty deteriorates below the min-
imum credit quality standards established
by the corporate’s board of directors.

* * * * *

APPENDIX C TO PART 704—RISK-BASED
CAPITAL CREDIT RISK-WEIGHT CAT-
EGORIES

TABLE OF CONTENTS

I. Introduction

(a) Scope

(b) Definitions

II. Risk-Weightings

(a) On-balance sheet assets

(b) Off-balance sheet activities

(c) Recourse obligations, direct credit sub-
stitutes, and certain other positions

(d) Collateral

PART I: INTRODUCTION

(a) Scope

(1) This Appendix explains how a corporate
credit union must compute its risk-weighted
assets for purposes of determining its capital
ratios.

(2) Risk-weighted assets equal risk-weight-
ed on-balance sheet assets (computed under
Section II(a) of this Appendix), plus risk-
weighted off-balance sheet activities (com-
puted under Section II(b) of this Appendix),
plus risk-weighted recourse obligations, di-
rect credit substitutes, and certain other po-
sitions (computed under Section II(c) of this
Appendix).

(3) Assets not included (i.e., deducted from
capital) for purposes of calculating capital
under part 704 are not included in calcu-
lating risk-weighted assets.

(4) Although this Appendix describes risk-
weightings for various assets and activities,
this Appendix does not provide authority for
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corporate credit unions to invest in or pur-
chase any particular type of asset or to en-
gage in any particular type of activity. A
corporate credit union must have other identi-
fiable authority for any investment it makes
or activity it engages in. So, for example,
this Appendix describes risk weightings for
subordinated securities. Section 704.5, how-
ever, prohibits corporate credit unions from
investing in subordinated securities, and so a
corporate credit union cannot invest in sub-
ordinated securities.

(b) Definitions

The following definitions apply to this Ap-
pendix. Additional definitions, applicable to
this entire Part, are located in §704.2 of this
Part.

Cash items in the process of collection means
checks or drafts in the process of collection
that are drawn on another depository insti-
tution, including a central bank, and that
are payable immediately upon presentation;
U.S. Government checks that are drawn on
the United States Treasury or any other U.S.
Government or Government-sponsored agen-
cy and that are payable immediately upon
presentation; broker’s security drafts and
commodity or bill-of-lading drafts payable
immediately upon presentation; and
unposted debits.

Commitment means any arrangement that
obligates a corporate credit union to:

(1) Purchase loans or securities;

(2) Extend credit in the form of loans or
leases, participations in loans or leases,
overdraft facilities, revolving credit facili-
ties, home equity lines of credit, eligible
ABCP liquidity facilities, or similar trans-
actions.

Depository institution means a financial in-
stitution that engages in the business of pro-
viding financial services; that is recognized
as a bank or a credit union by the super-
visory or monetary authorities of the coun-
try of its incorporation and the country of
its principal banking operations; that re-
ceives deposits to a substantial extent in the
regular course of business; and that has the
power to accept demand deposits. In the
United States, this definition encompasses
all federally insured offices of commercial
banks, mutual and stock savings banks, sav-
ings or building and loan associations (stock
and mutual), cooperative banks, credit
unions, and international banking facilities
of domestic depository institutions.

Bank holding companies and savings and
loan holding companies are excluded from
this definition. For the purposes of assigning
risk-weights, the differentiation between
OECD depository institutions and non-OECD
depository institutions is based on the coun-
try of incorporation. Claims on branches and
agencies of foreign banks located in the
United States are to be categorized on the
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basis of the parent bank’s country of incor-
poration.

Direct credit substitute means an arrange-
ment in which a corporate credit union as-
sumes, in form or in substance, credit risk
associated with an on-balance sheet or off-
balance sheet asset or exposure that was not
previously owned by the corporate credit
union (third-party asset) and the risk as-
sumed by the corporate credit union exceeds
the pro rata share of the corporate credit
union’s interest in the third-party asset. If a
corporate credit union has no claim on the
third-party asset, then the corporate credit
union’s assumption of any credit risk is a di-
rect credit substitute. Direct credit sub-
stitutes include:

(1) Financial standby letters of credit that
support financial claims on a third party
that exceed a corporate credit union’s pro
rata share in the financial claim;

(2) Guarantees, surety arrangements, cred-
it derivatives, and similar instruments back-
ing financial claims that exceed a corporate
credit union’s pro rata share in the financial
claim;

(3) Purchased subordinated interests that
absorb more than their pro rata share of
losses from the underlying assets, including
any tranche of asset-backed securities that
is not the most senior tranche;

(4) Credit derivative contracts under which
the corporate credit union assumes more
than its pro rata share of credit risk on a
third-party asset or exposure;

(5) Loans or lines of credit that provide
credit enhancement for the financial obliga-
tions of a third party;

(6) Purchased loan servicing assets if the
servicer is responsible for credit losses or if
the servicer makes or assumes credit-en-
hancing representations and warranties with
respect to the loans serviced. Servicer cash
advances as defined in this section are not
direct credit substitutes;

(7) Clean-up calls on third-party assets.
However, clean-up calls that are 10 percent
or less of the original pool balance and that
are exercisable at the option of the corporate
credit union are not direct credit sub-
stitutes; and

(8) Liquidity facilities that provide support
to asset-backed commercial paper (other
than eligible ABCP liquidity facilities).

Ezxchange rate contracts means Cross-cur-
rency interest rate swaps; forward foreign
exchange rate contracts; currency options
purchased; and any similar instrument that,
in the opinion of the NCUA, may give rise to
similar risks.

Face amount means the notational prin-
cipal, or face value, amount of an off-balance
sheet item or the amortized cost of an on-
balance sheet asset.

Financial asset means cash or other mone-
tary instrument, evidence of debt, evidence
of an ownership interest in an entity, or a
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contract that conveys a right to receive or
exchange cash or another financial instru-
ment from another party.

Financial standby letter of credit means a
letter of credit or similar arrangement that
represents an irrevocable obligation to a
third-party beneficiary:

(1) To repay money borrowed by, or ad-
vanced to, or for the account of, a second
party (the account party); or

(2) To make payment on behalf of the ac-
count party, in the event that the account
party fails to fulfill its obligation to the ben-
eficiary.

OECD-based country means a member of
that grouping of countries that are full
members of the Organization for Economic
Cooperation and Development (OECD) plus
countries that have concluded special lend-
ing arrangements with the International
Monetary Fund (IMF) associated with the
IMF’s General Arrangements To Borrow.
This term excludes any country that has re-
scheduled its external sovereign debt within
the previous five years. A rescheduling of ex-
ternal sovereign debt generally would in-
clude any renegotiation of terms arising
from a country’s inability or unwillingness
to meet its external debt service obligations,
but generally would not include renegoti-
ations of debt in the normal course of busi-
ness, such as a renegotiation to allow the
borrower to take advantage of a decline in
interest rates or other change in market
conditions.

Original maturity means, with respect to a
commitment, the earliest date after a com-
mitment is made on which the commitment
is scheduled to expire (i.e., it will reach its
stated maturity and cease to be binding on
either party), provided that either:

(1) The commitment is not subject to ex-
tension or renewal and will actually expire
on its stated expiration date; or

(2) If the commitment is subject to exten-
sion or renewal beyond its stated expiration
date, the stated expiration date will be
deemed the original maturity only if the ex-
tension or renewal must be based upon terms
and conditions independently negotiated in
good faith with the member at the time of
the extension or renewal and upon a new,
bona fide credit analysis utilizing current in-
formation on financial condition and trends.

Performance-based standby letter of credit
means any letter of credit, or similar ar-
rangement, however named or described,
which represents an irrevocable obligation to
the beneficiary on the part of the issuer to
make payment on account of any default by
a third party in the performance of a non-
financial or commercial obligation. Such let-
ters of credit include arrangements backing
subcontractors’ and suppliers’ performance,
labor and materials contracts, and construc-
tion bids.

12 CFR Ch. VII (1-1-13 Edition)

Prorated assets means the total assets (as
determined in the most recently available
GAAP report but in no event more than one
year old) of a consolidated CUSO multiplied
by the corporate credit union’s percentage of
ownership of that consolidated CUSO.

Qualifying mortgage loan means a loan that:

(1) Is fully secured by a first lien on a one-
to four-family residential property;

(2) Is underwritten in accordance with pru-
dent underwriting standards, including
standards relating the ratio of the loan
amount to the value of the property (LTV
ratio), as presented in the Interagency Guide-
lines for Real Estate Lending Policies, 57 FR
62890 (December 31, 1992). A nonqualifying
mortgage loan that is paid down to an appro-
priate LTV ratio (calculated using value at
origination, appraisal obtained within the
prior six months, or updated value using an
automated valuation model) may become a
qualifying loan if it meets all other require-
ments of this definition;

(3) Maintains an appropriate LTV ratio
based on the amortized principal balance of
the loan; and

(4) Is performing and is not more than 90
days past due.

If a corporate credit union holds the first
and junior lien(s) on a residential property
and no other party holds an intervening lien,
the transaction is treated as a single loan se-
cured by a first lien for the purposes of de-
termining the LTV ratio and the appropriate
risk-weight under Appendix C. Also, a loan
to an individual borrower for the construc-
tion of the borrower’s home may be included
as a qualifying mortgage loan.

Qualifying multifamily mortgage loan. (1)
Qualifying multifamily mortgage loan means a
loan secured by a first lien on multifamily
residential properties consisting of 5 or more
dwelling units, provided that:

(i) The amortization of principal and inter-
est occurs over a period of not more than 30
years;

(ii) The original minimum maturity for re-
payment of principal on the loan is not less
than seven years;

(iii) When considering the loan for place-
ment in a lower risk-weight category, all
principal and interest payments have been
made on a timely basis in accordance with
its terms for the preceding year;

(iv) The loan is performing and not 90 days
or more past due;

(v) The loan is made in accordance with
prudent underwriting standards; and

(vi) If the interest rate on the loan does
not change over the term of the loan, the
current loan balance amount does not exceed
80 percent of the value of the property secur-
ing the loan, and for the property’s most re-
cent calendar year, the ratio of annual net
operating income generated by the property
(before payment of any debt service on the
loan) to annual debt service on the loan is
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not less than 120 percent, or in the case of
cooperative or other not-for-profit housing
projects, the property generates sufficient
cash flows to provide comparable protection
to the institution; or

(vii) If the interest rate on the loan
changes over the term of the loan, the cur-
rent loan balance amount does not exceed 75
percent of the value of the property securing
the loan, and for the property’s most recent
calendar year, the ratio of annual net oper-
ating income generated by the property (be-
fore payment of any debt service on the loan)
to annual debt service on the loan is not less
than 115 percent, or in the case of coopera-
tive or other not-for-profit housing projects,
the property generates sufficient cash flows
to provide comparable protection to the in-
stitution.

(2) For purposes of paragraphs (1)(vi) and
(1)(vii) of this definition, the term value of
the property means, at origination of a loan
to purchase a multifamily property, the
lower of the purchase price or the amount of
the initial appraisal, or if appropriate, the
initial evaluation. In cases not involving
purchase of a multifamily loan, the value of
the property is determined by the most cur-
rent appraisal, or if appropriate, the most
current evaluation. In cases where a bor-
rower refinances a loan on an existing prop-
erty, as an alternative to paragraphs (1)(iii),
(1)(vi), and (1)(vii) of this definition:

(i) All principal and interest payments on
the loan being refinanced have been made on
a timely basis in accordance with the terms
of that loan for the preceding year; and

(ii) The net income on the property for the
preceding year would support timely prin-
cipal and interest payments on the new loan
in accordance with the applicable debt serv-
ice requirement.

Qualifying residential construction loan, also
referred to as a residential bridge loan,
means a loan made in accordance with sound
lending principles satisfying the following
criteria:

(1) The builder must have substantial
project equity in the home construction
project;

(2) The residence being constructed must
be a 1-4 family residence sold to a home pur-
chaser;

(3) The lending entity must obtain suffi-
cient documentation from a permanent lend-
er (which may be the construction lender)
demonstrating that the home buyer intends
to purchase the residence and has the ability
to obtain a permanent qualifying mortgage
loan sufficient to purchase the residence;

(4) The home purchaser must have made a
substantial earnest money deposit;

(6) The construction loan must not exceed
80 percent of the sales price of the residence;

(6) The construction loan must be secured
by a first lien on the lot, residence under
construction, and other improvements;
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(7) The lending credit union must retain
sufficient undisbursed loan funds throughout
the construction period to ensure project
completion;

(8) The builder must incur a significant
percentage of direct costs (i.e., the actual
costs of land, labor, and material) before any
drawdown on the loan;

(9) If at any time during the life of the con-
struction loan any of the criteria of this rule
are no longer satisfied, the corporate must
immediately recategorize the loan at a 100
percent risk-weight and must accurately re-
port the loan in the corporate’s next quar-
terly call report;

(10) The home purchaser must intend that
the home will be owner-occupied;

(11) The home purchaser(s) must be an in-
dividual(s), not a partnership, joint venture,
trust corporation, or any other entity (in-
cluding an entity acting as a sole proprietor-
ship) that is purchasing the home(s) for spec-
ulative purposes; and

(12) The loan must be performing and not
more than 90 days past due.

The NCUA retains the discretion to deter-
mine that any loans not meeting sound lend-
ing principles must be placed in a higher
risk-weight category. The NCUA also re-
serves the discretion to modify these criteria
on a case-by-case basis provided that any
such modifications are not inconsistent with
the safety and soundness objectives of this
definition.

Qualifying securities firm means:

(1) A securities firm incorporated in the
United States that is a broker-dealer that is
registered with the Securities and Exchange
Commission (SEC) and that complies with
the SEC’s net capital regulations (17 CFR
240.15¢3(1)); and

(2) A securities firm incorporated in any
other OECD-based country, if the corporate
credit union is able to demonstrate that the
securities firm is subject to consolidated su-
pervision and regulation (covering its sub-
sidiaries, but not necessarily its parent orga-
nizations) comparable to that imposed on de-
pository institutions in OECD countries.
Such regulation must include risk-based cap-
ital requirements comparable to those im-
posed on depository institutions under the
Accord on International Convergence of Cap-
ital Measurement and Capital Standards
(1988, as amended in 1998).

Recourse means a corporate credit union’s
retention, in form or in substance, of any
credit risk directly or indirectly associated
with an asset it has sold (in accordance with
Generally Accepted Accounting Principles)
that exceeds a pro rata share of that cor-
porate credit union’s claim on the asset. If a
corporate credit union has no claim on an
asset it has sold, then the retention of any
credit risk is recourse. A recourse obligation
typically arises when a corporate credit
union transfers assets in a sale and retains
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an explicit obligation to repurchase assets or
to absorb losses due to a default on the pay-
ment of principal or interest or any other de-
ficiency in the performance of the under-
lying obligor or some other party. Recourse
may also exist implicitly if a corporate cred-
it union provides credit enhancement beyond
any contractual obligation to support assets
it has sold. Recourse obligations include:

(1) Credit-enhancing representations and
warranties made on transferred assets;

(2) Loan servicing assets retained pursuant
to an agreement under which the corporate
credit union will be responsible for losses as-
sociated with the loans serviced. Servicer
cash advances as defined in this section are
not recourse obligations;

(3) Retained subordinated interests that
absorb more than their pro rata share of
losses from the underlying assets;

(4) Assets sold under an agreement to re-
purchase, if the assets are not already in-
cluded on the balance sheet;

(5) Loan strips sold without contractual re-
course where the maturity of the transferred
portion of the loan is shorter than the matu-
rity of the commitment under which the
loan is drawn;

(6) Credit derivatives that absorb more
than the corporate credit union’s pro rata
share of losses from the transferred assets;

(7) Clean-up calls on assets the corporate
credit union has sold. However, clean-up
calls that are 10 percent or less of the origi-
nal pool balance and that are exercisable at
the option of the corporate credit union are
not recourse arrangements; and

(8) Liquidity facilities that provide support
to asset-backed commercial paper (other
than eligible ABCP liquidity facilities).

Replacement cost means, with respect to in-
terest rate and exchange-rate contracts, the
loss that would be incurred in the event of a
counterparty default, as measured by the net
cost of replacing the contract at the current
market value. If default would result in a
theoretical profit, the replacement value is
considered to be zero. This mark-to-market
process must incorporate changes in both in-
terest rates and counterparty credit quality.

Residential properties means houses, con-
dominiums, cooperative units, and manufac-
tured homes. This definition does not include
boats or motor homes, even if used as a pri-
mary residence, or timeshare properties.

Residual interest. (1) Residual interest means
any on-balance sheet asset that:

(i) Represents an interest (including a ben-
eficial interest) created by a transfer that
qualifies as a sale (in accordance with Gen-
erally Accepted Accounting Principles) of fi-
nancial assets, whether through a
securitization or otherwise; and

(ii) Exposes a corporate credit union to
credit risk directly or indirectly associated
with the transferred asset that exceeds a pro
rata share of that corporate credit union’s

12 CFR Ch. VII (1-1-13 Edition)

claim on the asset, whether through subordi-
nation provisions or other credit enhance-
ment techniques.

(2) Residual interests generally include
credit-enhancing interest-only strips, spread
accounts, cash collateral accounts, retained
subordinated interests (and other forms of
overcollateralization), and similar assets
that function as a credit enhancement. Re-
sidual interests further include those expo-
sures that, in substance, cause the corporate
credit union to retain the credit risk of an
asset or exposure that had qualified as a re-
sidual interest before it was sold. Residual
interests generally do not include assets pur-
chased from a third party, but a credit-en-
hancing interest-only strip that is acquired
in any asset transfer is a residual interest.

(3) Corporate credit unions will use this
definition of the term ‘‘residual interests,”
and not the definition in §704.2, for purposes
of applying this Appendix.

Risk participation means a participation in
which the originating party remains liable
to the beneficiary for the full amount of an
obligation (e.g., a direct credit substitute),
notwithstanding that another party has ac-
quired a participation in that obligation.

Risk-weighted assets means the sum total of
risk-weighted on-balance sheet assets, as
calculated under Section II(a) of this Appen-
dix, and the total of risk-weighted off-bal-
ance sheet credit equivalent amounts. The
total of risk-weighted off-balance sheet cred-
it equivalent amounts equals the risk-
weighted off-balance sheet activities as cal-
culated under Section II(b) of this Appendix
plus the risk-weighted recourse obligations,
risk-weighted direct credit substitutes, and
certain other risk-weighted positions as cal-
culated under Section II(c) of this Appendix.

Servicer cash advance means funds that a
residential mortgage servicer advances to
ensure an uninterrupted flow of payments,
including advances made to cover fore-
closure costs or other expenses to facilitate
the timely collection of the loan. A servicer
cash advance is not a recourse obligation or
a direct credit substitute if:

(1) The servicer is entitled to full reim-
bursement and this right is not subordinated
to other claims on the cash flows from the
underlying asset pool; or

(2) For any one loan, the servicer’s obliga-
tion to make nonreimbursable advances is
contractually limited to an insignificant
amount of the outstanding principal amount
on that loan.

Structured financing program means a pro-
gram where receivable interests and asset-or
mortgage-backed securities issued by mul-
tiple participants are purchased by a special
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purpose entity that repackages those expo-
sures into securities that can be sold to in-
vestors. Structured financing programs allo-
cate credit risk, generally, between the par-
ticipants and credit enhancement provided
to the program.

Traded position means a position retained,
assumed, or issued in connection with a
securitization that is rated by a NRSRO,
where there is a reasonable expectation that,
in the near future, the rating will be relied
upon by:

(1) Unaffiliated investors to purchase the
security; or

(2) An unaffiliated third party to enter into
a transaction involving the position, such as
a purchase, loan, or repurchase agreement.

Unconditionally cancelable means, with re-
spect to a commitment-type lending ar-
rangement, that the corporate credit union
may, at any time, with or without cause,
refuse to advance funds or extend credit
under the facility.

United States Govermment or its agencies
means an instrumentality of the U.S. Gov-
ernment whose debt obligations are fully and
explicitly guaranteed as to the timely pay-
ment of principal and interest by the full
faith and credit of the United States Govern-
ment.

United States Government-sponsored agency
or corporation means an agency or corpora-
tion originally established or chartered to
serve public purposes specified by the United
States Congress but whose obligations are
not explicitly guaranteed by the full faith
and credit of the United States Government.

PART II: RISK-WEIGHTINGS

(a) On-Balance Sheet Assets

Except as provided in Section II(b) of this
Appendix, risk-weighted on-balance sheet as-
sets are computed by multiplying the on-bal-
ance sheet asset amounts times the appro-
priate risk-weight categories. The risk-
weight categories are:

(1) Zero percent Risk-Weight (Category 1).

(i) Cash, including domestic and foreign
currency owned and held in all offices of a
corporate credit union or in transit. Any for-
eign currency held by a corporate credit
union must be converted into U.S. dollar
equivalents;

(ii) Securities issued by and other direct
claims on the U.S. Government or its agen-
cies (to the extent such securities or claims
are unconditionally backed by the full faith
and credit of the United States Government)
or the central government of an OECD coun-
try;

(iii) Notes and obligations issued or guar-
anteed by the Federal Deposit Insurance Cor-
poration or the National Credit Union Share
Insurance Fund and backed by the full faith
and credit of the United States Government;
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(iv) Deposit reserves at, claims on, and bal-
ances due from Federal Reserve Banks;

(v) The book value of paid-in Federal Re-
serve Bank stock;

(vi) That portion of assets directly and un-
conditionally guaranteed by the TUnited
States Government or its agencies, or the
central government of an OECD country.

(viii) Claims on, and claims guaranteed by,
a qualifying securities firm that are
collateralized by cash on deposit in the cor-
porate credit union or by securities issued or
guaranteed by the United States Govern-
ment or its agencies, or the central govern-
ment of an OECD country. To be eligible for
this risk-weight, the corporate credit union
must maintain a positive margin of collat-
eral on the claim on a daily basis, taking
into account any change in a corporate cred-
it union’s exposure to the obligor or
counterparty under the claim in relation to
the market value of the collateral held in
support of the claim.

(2) 20 percent Risk-Weight (Category 2).

(i) Cash items in the process of collection;

(ii) That portion of assets conditionally
guaranteed by the United States Govern-
ment or its agencies, or the central govern-
ment of an OECD country;

(iii) That portion of assets collateralized
by the current market value of securities
issued or guaranteed by the United States
government or its agencies, or the central
government of an OECD country;

(iv) Securities (not including equity securi-
ties) issued by and other claims on the U.S.
Government or its agencies which are not
backed by the full faith and credit of the
United States Government;

(v) Securities (not including equity securi-
ties) issued by, or other direct claims on,
United States Government-sponsored agen-
cies;

(vi) That portion of assets guaranteed by
United States Government-sponsored agen-
cies;

(vii) That portion of assets collateralized
by the current market value of securities
issued or guaranteed by United States Gov-
ernment-sponsored agencies;

(viii) Claims on, and claims guaranteed by,
a qualifying securities firm, subject to the
following conditions:

(A) A qualifying securities firm must have
a long-term issuer credit rating, or a rating
on at least one issue of long-term unsecured
debt, from a NRSRO. The rating must be in
one of the three highest investment grade
categories used by the NRSRO. If two or
more NRSROs assign ratings to the quali-
fying securities firm, the corporate credit
union must use the lowest rating to deter-
mine whether the rating requirement of this
paragraph is met. A qualifying securities
firm may rely on the rating of its parent
consolidated company, if the parent consoli-
dated company guarantees the claim.
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(B) A collateralized claim on a qualifying
securities firm does not have to comply with
the rating requirements under paragraph (a)
if the claim arises under a contract that:

(I) Is a reverse repurchase/repurchase
agreement or securities lending/borrowing
transaction executed using standard indus-
try documentation;

(2) Is collateralized by debt or equity secu-
rities that are liquid and readily marketable;

(3) Is marked-to-market daily;

(4) Is subject to a daily margin mainte-
nance requirement under the standard indus-
try documentation; and

(5) Can be liquidated, terminated or accel-
erated immediately in bankruptcy or similar
proceeding, and the security or collateral
agreement will not be stayed or avoided
under applicable law of the relevant jurisdic-
tion. For example, a claim is exempt from
the automatic stay in bankruptcy in the
United States if it arises under a securities
contract or a repurchase agreement subject
to Section 555 or 559 of the Bankruptcy Code
(11 U.S.C. 555 or 559), a qualified financial
contract under Section 207(c)(8) of the Fed-
eral Credit Union Act (12 U.S.C. 1787(c)(8)) or
Section 11(e)(8) of the Federal Deposit Insur-
ance Act (12 U.S.C. 1821(e)(8)), or a netting
contract between or among financial institu-
tions under Sections 401-407 of the Federal
Deposit Insurance Corporation Improvement
Act of 1991 (12 U.S.C. 4401-4407), or Regula-
tion EE (12 CFR part 231).

(C) If the securities firm uses the claim to
satisfy its applicable capital requirements,
the claim is not eligible for a risk-weight
under this paragraph II(a)(2)(viii);

(ix) Claims representing general obliga-
tions of any public-sector entity in an OECD
country, and that portion of any claims
guaranteed by any such public-sector entity;

(x) Balances due from and all claims on do-
mestic depository institutions. This includes
demand deposits and other transaction ac-
counts, savings deposits and time certifi-
cates of deposit, federal funds sold, loans to
other depository institutions, including
overdrafts and term federal funds, holdings
of the corporate credit union’s own dis-
counted acceptances for which the account
party is a depository institution, holdings of
bankers acceptances of other institutions
and securities issued by depository institu-
tions, except those that qualify as capital;

(xi) The book value of paid-in Federal
Home Loan Bank stock;

(xii) Deposit reserves at, claims on and bal-
ances due from the Federal Home Loan
Banks;

(xiii) Assets collateralized by cash held in
a segregated deposit account by the report-
ing corporate credit union;

(xiv) Claims on, or guaranteed by, official
multilateral lending institutions or regional
development institutions in which the
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United States Government is a shareholder
or contributing member;?

(xv) That portion of assets collateralized
by the current market value of securities
issued by official multilateral lending insti-
tutions or regional development institutions
in which the United States Government is a
shareholder or contributing member.

(xvi) All claims on depository institutions
incorporated in an OECD country, and all as-
sets backed by the full faith and credit of de-
pository institutions incorporated in an
OECD country. This includes the credit
equivalent amount of participations in com-
mitments and standby letters of credit sold
to other depository institutions incorporated
in an OECD country, but only if the origi-
nating bank remains liable to the member or
beneficiary for the full amount of the com-
mitment or standby letter of credit. Also in-
cluded in this category are the credit equiva-
lent amounts of risk participations in bank-
ers’ acceptances conveyed to other deposi-
tory institutions incorporated in an OECD
country. However, bank-issued securities
that qualify as capital of the issuing bank
are not included in this risk category;

(xvii) Claims on, or guaranteed by deposi-
tory institutions other than the central
bank, incorporated in a non-OECD country,
with a remaining maturity of one year or
less;

(xviii) That portion of local currency
claims conditionally guaranteed by central
governments of non-OECD countries, to the
extent the corporate credit union has local
currency liabilities in that country.

(3) 50 percent Risk-Weight (Category 3).

(i) Revenue bonds issued by any public-sec-
tor entity in an OECD country for which the
underlying obligor is a public-sector entity,
but which are repayable solely from the rev-
enues generated from the project financed
through the issuance of the obligations;

(ii) Qualifying mortgage loans and quali-
fying multifamily mortgage loans;

(iii) Privately-issued mortgage-backed se-
curities (i.e., those that do not carry the
guarantee of the U.S. Government, a U.S.
government agency, or a U.S. government
sponsored enterprise) representing an inter-
est in qualifying mortgage loans or quali-
fying multifamily mortgage loans. If the se-
curity is backed by qualifying multifamily
mortgage loans, the corporate credit union
must receive timely payments of principal
and interest in accordance with the terms of

1These institutions include, but are not
limited to, the International Bank for Re-
construction and Development (World Bank),
the Inter-American Development Bank, the
Asian Development Bank, the African Devel-
opment Bank, the European Investments
Bank, the International Monetary Fund and
the Bank for International Settlements.
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the security. Payments will generally be
considered timely if they are not 30 days
past due; and

(iv) Qualifying residential construction
loans.

(4) 100 percent Risk-Weight (Category 4).

All assets not specified above or deducted
from calculations of capital pursuant to
§704.2 and §704.3 of this part, including, but
not limited to:

(i) Consumer loans;

(ii) Commercial loans;

(iii) Home equity loans;

(iv) Non-qualifying mortgage loans;

(v) Non-qualifying multifamily mortgage
loans;

(vi) Residential construction loans;

(vii) Land loans;

(viii) Nonresidential construction loans;

(ix) Obligations issued by any state or any
political subdivision thereof for the benefit
of a private party or enterprise where that
party or enterprise, rather than the issuing
state or political subdivision, is responsible
for the timely payment of principal and in-
terest on the obligations, e.g., industrial de-
velopment bonds;

(x) Debt securities not specifically risk-
weighted in another category;

(xi) Investments in fixed assets and prem-
ises;

(xii) Servicing assets;

(xiii) Interest-only strips receivable, other
than credit-enhancing interest-only strips;

(xiv) Equity investments;

(xv) The prorated assets of subsidiaries (ex-
cept for the assets of consolidated CUSOs) to
the extent such assets are included in ad-
justed total assets;

(xvi) All repossessed assets or assets that
are more than 90 days past due; and

(xvii) Intangible assets not specifically
weighted in some other category.

(5) Indirect ownership interests in pools of
assets. Assets representing an indirect hold-
ing of a pool of assets, e.g., mutual funds, are
assigned to risk-weight categories under this
section based upon the risk-weight that
would be assigned to the assets in the port-
folio of the pool. An investment in shares of
a mutual fund whose portfolio consists pri-
marily of various securities or money mar-
ket instruments that, if held separately,
would be assigned to different risk-weight
categories, generally is assigned to the risk-
weight category appropriate to the highest
risk-weighted asset that the fund is per-
mitted to hold in accordance with the invest-
ment objectives set forth in its prospectus.
The corporate credit union may, at its op-
tion, assign the investment on a pro rata
basis to different risk-weight categories ac-
cording to the investment limits in its pro-
spectus. In no case will an investment in
shares in any such fund be assigned to a
total risk-weight less than 20 percent. If the
corporate credit union chooses to assign in-
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vestments on a pro rata basis, and the sum of
the investment limits of assets in the fund’s
prospectus exceeds 100 percent, the corporate
credit union must assign the highest pro rata
amounts of its total investment to the high-
er risk categories. If, in order to maintain a
necessary degree of short-term liquidity, a
fund is permitted to hold an insignificant
amount of its assets in short-term, highly
liquid securities of superior credit quality
that do not qualify for a preferential risk-
weight, such securities will generally be dis-
regarded in determining the risk-weight cat-
egory into which the corporate credit
union’s holding in the overall fund should be
assigned. The prudent use of hedging instru-
ments by a mutual fund to reduce the risk of
its assets will not increase the risk-
weighting of the mutual fund investment.
For example, the use of hedging instruments
by a mutual fund to reduce the interest rate
risk of its government bond portfolio will
not increase the risk-weight of that fund
above the 20 percent category. Nonetheless,
if the fund engages in any activities that ap-
pear speculative in nature or has any other
characteristics that are inconsistent with
the preferential risk-weighting assigned to
the fund’s assets, holdings in the fund will be
assigned to the 100 percent risk-weight cat-
egory.

(6) Derivatives. Certain transactions or ac-
tivities, such as derivatives transactions,
may appear on a corporate’s balance sheet
but are not specifically described in the Sec-
tion II(a) on-balance sheet risk-weight cat-
egories. These items will be assigned risk-
weights as described in Section II(b) or II(c)
below.

(b) Off-Balance Sheet Items

Except as provided in Section II(c) of this
Appendix, risk-weighted off-balance sheet
items are determined by the following two-
step process. First, the face amount of the
off-balance sheet item must be multiplied by
the appropriate credit conversion factor list-
ed in this Section II(b). This calculation
translates the face amount of an off-balance
sheet exposure into an on-balance sheet cred-
it-equivalent amount. Second, the credit-
equivalent amount must be assigned to the
appropriate risk-weight category using the
criteria regarding obligors, guarantors, and
collateral listed in Section II(a) of this Ap-
pendix.2 The following are the credit conver-
sion factors and the off-balance sheet items
to which they apply.

2The sufficiency of collateral and guaran-

tees for off-balance sheet items is deter-
mined by the market value of the collateral
or the amount of the guarantee in relation
to the face amount of the item, except for

Continued
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(1) 100 percent credit conversion factor
(Group A).

(i) Risk participations purchased in bank-
ers’ acceptances;

(ii) Forward agreements and other contin-
gent obligations with a certain draw down,
e.g., legally binding agreements to purchase
assets at a specified future date. On the date
a corporate credit union enters into a for-
ward agreement or similar obligation, it
should convert the principal amount of the
assets to be purchased at 100 percent as of
that date and then assign this amount to the
risk-weight category appropriate to the obli-
gor or guarantor of the item, or the nature of
the collateral;

(iii) Indemnification of members whose se-
curities the corporate credit union has lent
as agent. If the member is not indemnified
against loss by the corporate credit union,
the transaction is excluded from the risk-
based capital calculation. When a corporate
credit union lends its own securities, the
transaction is treated as a loan. When a cor-
porate credit union lends its own securities
or is acting as agent, agrees to indemnify a
member, the transaction is assigned to the
risk-weight appropriate to the obligor or col-
lateral that is delivered to the lending or in-
demnifying institution or to an independent
custodian acting on their behalf; and

(iv) Unused portions of ABCP liquidity fa-
cilities that do not meet the definition of an
eligible ABCP liquidity facility. The result-
ing credit equivalent amount is assigned to
the risk category appropriate to the assets
to be funded by the liquidity facility based
on the assets or the obligor, after consid-
ering any collateral or guarantees, or exter-
nal credit ratings under paragraph II(c)(3) of
this Appendix, if applicable.

(2) 50 percent credit conversion factor
(Group B).

(i) Transaction-related contingencies, in-
cluding, among other things, performance
bonds and performance-based standby letters
of credit related to a particular transaction;

(ii) Unused portions of commitments (in-
cluding home equity lines of credit and eligi-
ble ABCP liquidity facilities) with an origi-
nal maturity exceeding one year except
those listed in paragraph II(b)(5) of this Ap-
pendix. For eligible ABCP liquidity facili-
ties, the resulting credit equivalent amount
is assigned to the risk category appropriate
to the assets to be funded by the liquidity fa-
cility based on the assets or the obligor,
after considering any collateral or guaran-
tees, or external credit ratings under para-

derivative contracts, for which this deter-
mination is generally made in relation to the
credit equivalent amount. Collateral and
guarantees are subject to the same provi-
sions noted under paragraph II(d) of this Ap-
pendix C.
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graph II(c)(3) of this Appendix, if applicable;
and

(iii) Revolving underwriting facilities, note
issuance facilities, and similar arrangements
pursuant to which the corporate credit
union’s CUSO or member can issue short-
term debt obligations in its own name, but
for which the corporate credit union has a le-
gally binding commitment to either:

(A) Purchase the obligations the member is
unable to sell by a stated date; or

(B) Advance funds to its member, if the ob-
ligations cannot be sold.

(3) 20 percent credit conversion factor
(Group C). Trade-related contingencies, i.e.,
short-term, self-liquidating instruments
used to finance the movement of goods and
collateralized by the underlying shipment. A
commercial letter of credit is an example of
such an instrument.

(4) 10 percent credit conversion factor
(Group D). Unused portions of eligible ABCP
liquidity facilities with an original maturity
of one year or less. The resulting credit
equivalent amount is assigned to the risk
category appropriate to the assets to be
funded by the liquidity facility based on the
assets or the obligor, after considering any
collateral or guarantees, or external credit
ratings under paragraph II(c)(3) of this Ap-
pendix, if applicable;

(b) Zero percent credit conversion factor
(Group E). (i) Unused portions of commit-
ments with an original maturity of one year
or less, except for eligible ABCP liquidity fa-
cilities;

(ii) Unused commitments with an original
maturity greater than one year, if they are
unconditionally cancelable at any time at
the option of the corporate credit union and
the corporate credit union has the contrac-
tual right to make, and in fact does make,
either:

(A) A separate credit decision based upon
the borrower’s current financial condition
before each drawing under the lending facil-
ity; or

(B) An annual (or more frequent) credit re-
view based upon the borrower’s current fi-
nancial condition to determine whether or
not the lending facility should be continued;
and

(iii) The unused portion of retail credit
card lines or other related plans that are un-
conditionally cancelable by the corporate
credit union in accordance with applicable
law.

(6) Off-balance sheet derivative contracts;
interest rate and foreign exchange rate con-
tracts (Group F).

(i) Calculation of credit equivalent
amounts. The credit equivalent amount of an
off-balance sheet derivative contract that is
not subject to a qualifying bilateral netting
contract in accordance with paragraph
II(b)(6)(ii) of this Appendix is equal to the
sum of the current credit exposure, i.e., the
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replacement cost of the contract, and the po-
tential future credit exposure of the con-
tract. The calculation of credit equivalent
amounts is measured in U.S. dollars, regard-
less of the currency or currencies specified in
the contract.

(A) Current credit exposure. The current
credit exposure of an off-balance sheet deriv-
ative contract is determined by the mark-to-
market value of the contract. If the mark-to-
market value is positive, then the current
credit exposure equals that mark-to-market
value. If the mark-to-market value is zero or
negative, then the current exposure is zero.
In determining its current credit exposure
for multiple off-balance sheet derivative con-
tracts executed with a single counterparty, a
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corporate credit union may net positive and
negative mark-to-market values of off-bal-
ance sheet derivative contracts if subject to
a bilateral netting contract as provided in
paragraph II(b)(6)(ii) of this Appendix.

(B) Potential future credit exposure. The
potential future credit exposure of an off-
balance sheet derivative contract, including
a contract with a negative mark-to-market
value, is estimated by multiplying the no-
tional principal by a credit conversion fac-
tor.3 Corporate credit unions, subject to ex-
aminer review, should use the effective rath-
er than the apparent or stated notional
amount in this calculation. The conversion
factors are: 4

Foreign o A~
ther derivative
. . Interest rate exchange rate

Remaining maturity contracts (percent) contracts contractts

(percent) (percent)
One year or less et 0.0 1.0 10.0
Over one year but less than five years 0.50 5.0 12.0
Over five years 0.50 5.0 15.0

(ii) Off-balance sheet derivative contracts
subject to bilateral netting contracts. In de-
termining its current credit exposure for
multiple off-balance sheet derivative con-
tracts executed with a single counterparty, a
corporate credit union may net off-balance
sheet derivative contracts subject to a bilat-
eral netting contract by offsetting positive
and negative mark-to-market values, pro-
vided that:

(A) The bilateral netting contract is in
writing;

(B) The bilateral netting contract creates a
single legal obligation for all individual off-
balance sheet derivative contracts covered
by the bilateral netting contract. In effect,
the bilateral netting contract provides that
the corporate credit union has a single claim
or obligation either to receive or pay only
the net amount of the sum of the positive
and negative mark-to-market values on the
individual off-balance sheet derivative con-
tracts covered by the bilateral netting con-
tract. The single legal obligation for the net
amount is operative in the event that a
counterparty, or a counterparty to whom the
bilateral netting contract has been validly
assigned, fails to perform due to any of the
following events: Default, insolvency, bank-
ruptcy, or other similar circumstances;

3For purposes of calculating potential fu-
ture credit exposure for foreign exchange
contracts and other similar contracts, in
which notional principal is equivalent to
cash flows, total notional principal is defined
as the net receipts to each party falling due
on each value date in each currency.

(C) The corporate credit union obtains a
written and reasoned legal opinion(s) rep-
resenting, with a high degree of certainty,
that in the event of a legal challenge, includ-
ing one resulting from default, insolvency,
bankruptcy or similar circumstances, the
relevant court and administrative authori-
ties would find the corporate credit union’s
exposure to be the net amount under:

(1) The law of the jurisdiction in which the
counterparty is chartered or the equivalent
location in the case of noncorporate entities,
and if a branch of the counterparty is in-
volved, then also under the law of the juris-
diction in which the branch is located;

(2) The law that governs the individual off-
balance sheet derivative contracts covered
by the bilateral netting contract; and

(3) The law that governs the bilateral net-
ting contract;

(D) The corporate credit union establishes
and maintains procedures to monitor pos-
sible changes in relevant law and to ensure
that the bilateral netting contract continues
to satisfy the requirements of this section;
and

4No potential future credit exposure is cal-

culated for single currency interest rate
swaps in which payments are made based
upon two floating rate indices, so-called
floating/floating or basis swaps; the credit
equivalent amount is measured solely on the
basis of the current credit exposure.
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(E) The corporate credit union maintains
in its files documentation adequate to sup-
port the netting of an off-balance sheet de-
rivative contract.b

(iii) Walkaway clause. A bilateral netting
contract that contains a walkaway clause is
not eligible for netting for purposes of calcu-
lating the current credit exposure amount.
The term ‘‘walkaway clause’ means a provi-
sion in a bilateral netting contract that per-
mits a nondefaulting counterparty to make a
lower payment than it would make other-
wise under the bilateral netting contract, or
no payment at all, to a defaulter or the es-
tate of a defaulter, even if the defaulter or
the estate of the defaulter is a net creditor
under the bilateral netting contract.

(iv) Risk-weighting. Once the corporate
credit union determines the credit equiva-
lent amount for an off-balance sheet deriva-
tive contract, that amount is assigned to the
risk-weight category appropriate to the
counterparty, or, if relevant, to the nature of
any collateral or guarantee. Collateral held
against a netting contract is not recognized
for capital purposes unless it is legally avail-
able for all contracts included in the netting
contract. However, the maximum risk-
weight for the credit equivalent amount of
such off-balance sheet derivative contracts is
50 percent.

(v) Exceptions. The following off-balance
sheet derivative contracts are not subject to
the above calculation, and therefore, are not
part of the denominator of a corporate credit
union’s risk-based capital ratio:

(A) A foreign exchange rate contract with
an original maturity of 14 calendar days or
less; and

(B) Any interest rate or foreign exchange
rate contract that is traded on an exchange
requiring the daily payment of any vari-
ations in the market value of the contract.

(C) Asset-backed commercial paper pro-
grams.

(I) A corporate credit union that qualifies
as a primary beneficiary and must consoli-
date an ABCP program that is a variable in-
terest entity under Generally Accepted Ac-

5By netting individual off-balance sheet
derivative contracts for the purpose of calcu-
lating its credit equivalent amount, a cor-
porate credit union represents that docu-
mentation adequate to support the netting
of an off-balance sheet derivative contract is
in the corporate credit union’s files and
available for inspection by the NCUA. Upon
determination by the NCUA that a corporate
credit union’s files are inadequate or that a
bilateral netting contract may not be legally
enforceable under any one of the bodies of
law described in paragraphs II(b)(5)(ii) of this
Appendix, the underlying individual off-bal-
ance sheet derivative contracts may not be
netted for the purposes of this section.
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counting Principles may exclude the consoli-
dated ABCP program assets from risk-
weighted assets if the corporate credit union
is the sponsor of the ABCP program.

(2) If a corporate credit union excludes
such consolidated ABCP program assets from
risk-weighted assets, the corporate credit
union must assess the appropriate risk-based
capital requirement against any exposures of
the corporate credit union arising in connec-
tion with such ABCP programs, including di-
rect credit substitutes, recourse obligations,
residual interests, liquidity facilities, and
loans, in accordance with Sections II(a),
II(b), and II(c) of this Appendix.

(3) If a corporate credit union has multiple
overlapping exposures (such as a program-
wide credit enhancement and a liquidity fa-
cility) to an ABCP program that is not con-
solidated for risk-based capital purposes, the
corporate credit union is not required to
hold duplicative risk-based capital under
this part against the overlapping position.
Instead, the corporate credit union should
apply to the overlapping position the appli-
cable risk-based capital treatment that re-
sults in the highest capital charge.

(c) Recourse Obligations, Direct Credit
Substitutes, and Certain Other Positions

(1) In general. Except as otherwise per-
mitted in this Section II(c), to determine the
risk-weighted asset amount for a recourse
obligation or a direct credit substitute (but
not a residual interest):

(i) Multiply the full amount of the credit-
enhanced assets for which the corporate
credit union directly or indirectly retains or
assumes credit risk by a 100 percent conver-
sion factor (For a direct credit substitute
that is an on-balance sheet asset (e.g., a pur-
chased subordinated security), a corporate
credit union must use the amount of the di-
rect credit substitute and the full amount of
the asset it supports, i.e., all the more senior
positions in the structure); and

(ii) Assign this credit equivalent amount
to the risk-weight category appropriate to
the obligor in the underlying transaction,
after considering any associated guarantees
or collateral. Section II(a) lists the risk-
weight categories.

(2) Residual interests. Except as otherwise
permitted under this Section II(c), a cor-
porate credit union must maintain risk-
based capital for residual interests as fol-
lows:

(i) Credit-enhancing interest-only strips. A
corporate credit union must maintain risk-
based capital for a credit-enhancing interest-
only strip equal to the remaining amount of
the strip even if the amount of risk-based
capital that must be maintained exceeds the
full risk-based capital requirement for the
assets transferred.
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(ii) Other residual interests. A corporate
credit union must maintain risk-based cap-
ital for a residual interest (excluding a cred-
it-enhancing interest-only strip) equal to the
face amount of the residual interest, even if
the amount of risk-based capital that must
be maintained exceeds the full risk-based
capital requirement for the assets trans-
ferred.

(iii) Residual interests and other recourse
obligations. Where a corporate credit union
holds a residual interest (including a credit-
enhancing interest-only strip) and another
recourse obligation in connection with the
same transfer of assets, the corporate credit
union must maintain risk-based capital
equal to the greater of:

(A) The risk-based capital requirement for
the residual interest as calculated under
Section II(c)(2)(i) through (ii) of this Appen-
dix; or

(B) The full risk-based capital requirement
for the assets transferred, subject to the low-
level recourse rules under Section II(c)(5) of
this Appendix.

(3) Ratings-based approach—(i) Calcula-
tion. A corporate credit union may calculate
the risk-weighted asset amount for an eligi-
ble position described in Section II(c)(3)(ii)
of this section by multiplying the face
amount of the position by the appropriate
risk-weight determined in accordance with
Table A or B of this section.

TABLE A
Long term rating category mslgg:{gé%f:)t
Highest or second highest investment grade 20
Third highest investment grade .. 50
Lowest investment grade ........... 100
One category below investment grade . 200
TABLE B
Risk-weight

Short term rating category (in percent)

Highest investment grade 20
Second highest investment grade .. 50
Lowest investment grade 100

(ii) Eligibility.

(A) Traded positions. A position is eligible
for the treatment described in paragraph
II(c)(3)(i) of this Appendix if:

(I) The position is a corporate debt obliga-
tion with a remaining maturity of 120 days
or less, a recourse obligation, a direct credit
substitute, a residual interest, or an asset-
or mortgage-backed security and is not a
credit-enhancing interest-only strip;

(2) The position is a traded position; and

(3) The NRSRO has rated a long term posi-
tion as one grade below investment grade or
better or a short term position as invest-
ment grade. If two or more NRSROs assign
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ratings to a traded position, the corporate
credit union must use the lowest rating to
determine the appropriate risk-weight cat-
egory under paragraph (3)(i).

(B) Non-traded positions. A position that is
not traded is eligible for the treatment de-
scribed in paragraph(3)@i) if:

(1) The position is a recourse obligation, a
direct credit substitute, a residual interest,
or an asset- or mortgage-backed security ex-
tended in connection with a securitization
and is not a credit-enhancing interest-only
strip;

(2) More than one NRSRO rate the posi-
tion;

(3) All of the NRSROs that rate the posi-
tion rate it as no lower than one grade below
investment grade (for long term position) or
no lower than investment grade (for short
term investments). If the NRSROs assign dif-
ferent ratings to the position, the corporate
credit union must use the lowest rating to
determine the appropriate risk-weight cat-
egory under paragraph (3)(i);

(4) The NRSROs base their ratings on the
same criteria that they use to rate securities
that are traded positions; and

(5) The ratings are publicly available.

(C) Unrated senior positions. If a recourse
obligation, direct credit substitute, residual
interest, or asset- or mortgage-backed secu-
rity is not rated by an NRSRO, but is senior
or preferred in all features to a traded posi-
tion (including collateralization and matu-
rity), the corporate credit union may risk-
weight the face amount of the senior posi-
tion under paragraph (3)(i) of this section,
based on the rating of the traded position,
subject to supervisory guidance. The cor-
porate credit union must satisfy NCUA that
this treatment is appropriate. This para-
graph (3)(i)(c) applies only if the traded posi-
tion provides substantive credit support to
the unrated position until the unrated posi-
tion matures.

(iii) Consistent use of Ratings Based Ap-
proach. A corporate credit union that deter-
mines to use the ratings based approach
must do so in a consistent manner. For ex-
ample, if the corporate credit union employs
the ratings based approach on at least one
security or position on a given call report,
the credit union must use the ratings based
approach on that call report for every secu-
rity and position that is eligible for the rat-
ings based approach.

(4) Certain positions that are not rated by
NRSROs. (i) Calculation. A corporate credit
union may calculate the risk-weighted asset
amount for eligible position described in
paragraph II(c)(4)(ii) of this section based on
the corporate credit union’s determination
of the credit rating of the position. To risk-
weight the asset, the corporate credit union
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must multiply the face amount of the posi-
tion by the appropriate risk-weight deter-
mined in accordance with Table C of this sec-
tion.

TABLE C

Risk-weight

Rating category (in percent)

Investment grade ...........ccoecviieiiiiiiins 100
One category below investment grade . 200

(ii) Eligibility. A position extended in con-
nection with a securitization is eligible for
the treatment described in paragraph
II(c)(4)(i) of this section if it is not rated by
an NRSRO, is not a residual interest, and
meets the one of the three alternative stand-
ards described in paragraphs (A), (B), or (C)
below:

(A) Position rated internally. A direct
credit substitute, but not a purchased credit-
enhancing interest-only strip, is eligible for
the treatment described under paragraph
II(c)(4)(i) of this Appendix, if the position is
assumed in connection with an asset-backed
commercial paper program sponsored by the
corporate credit union. Before it may rely on
an internal credit risk rating system, the
corporate must demonstrate to NCUA’s sat-
isfaction that the system is adequate. Ac-
ceptable internal credit risk rating systems
typically:

(I) Are an integral part of the corporate
credit union’s risk management system that
explicitly incorporates the full range of risks
arising from the corporate credit union’s
participation in securitization activities;

(2) Link internal credit ratings to measur-
able outcomes, such as the probability that
the position will experience any loss, the ex-
pected loss on the position in the event of de-
fault, and the degree of variance in losses in
the event of default on that position;

(3) Separately consider the risk associated
with the underlying loans or borrowers, and
the risk associated with the structure of the
particular securitization transaction;

(4) Identify gradations of risk among
‘“‘pass’’ assets and other risk positions;

(5) Use clear, explicit criteria to classify
assets into each internal rating grade, in-
cluding subjective factors;

(6) Employ independent credit risk man-
agement or loan review personnel to assign
or review the credit risk ratings;

(7) Include an internal audit procedure to
periodically verify that internal risk ratings
are assigned in accordance with the cor-
porate credit union’s established criteria;

(8) Monitor the performance of the as-
signed internal credit risk ratings over time
to determine the appropriateness of the ini-
tial credit risk rating assignment, and adjust
individual credit risk ratings or the overall
internal credit risk rating system, as needed;
and
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(9) Make credit risk rating assumptions
that are consistent with, or more conserv-
ative than, the credit risk rating assump-
tions and methodologies of NRSROs.

(B) Program ratings.

(I) A recourse obligation or direct credit
substitute, but not a residual interest, is eli-
gible for the treatment described in para-
graph II(c)(4)(i) of this Appendix, if the posi-
tion is retained or assumed in connection
with a structured finance program and an
NRSRO has reviewed the terms of the pro-
gram and stated a rating for positions asso-
ciated with the program. If the program has
options for different combinations of assets,
standards, internal or external credit en-
hancements and other relevant factors, and
the NRSRO specifies ranges of rating cat-
egories to them, the corporate credit union
may apply the rating category applicable to
the option that corresponds to the corporate
credit union’s position.

(2) To rely on a program rating, the cor-
porate credit union must demonstrate to
NCUA’s satisfaction that that the credit risk
rating assigned to the program meets the
same standards generally used by NRSROs
for rating traded positions. The corporate
credit union must also demonstrate to
NCUA’s satisfaction that the criteria under-
lying the assignments for the program are
satisfied by the particular position.

(3) If a corporate credit union participates
in a securitization sponsored by another
party, NCUA may authorize the corporate
credit union to use this approach based on a
program rating obtained by the sponsor of
the program.

(C) Computer program. A recourse obliga-
tion or direct credit substitute, but not a re-
sidual interest, is eligible for the treatment
described in paragraph II(c)(4)(i) of this Ap-
pendix, if the position is extended in connec-
tion with a structured financing program
and the corporate credit union uses an ac-
ceptable credit assessment computer pro-
gram to determine the rating of the position.
An NRSRO must have developed the com-
puter program and the corporate credit
union must demonstrate to NCUA’s satisfac-
tion that the ratings under the program cor-
respond credibly and reliably with the rating
of traded positions.

(b) Limitations on risk-based capital re-
quirements—

(i) Low-level exposure rule. If the max-
imum contractual exposure to loss retained
or assumed by a corporate credit union is
less than the effective risk-based capital re-
quirement, as determined in accordance with
this Section II(c), for the assets supported by
the corporate credit union’s position, the
risk-based capital requirement is limited to

640



National Credit Union Administration

the corporate credit union’s contractual ex-
posure less any recourse liability account es-
tablished in accordance with Generally Ac-
cepted Accounting Principles. This limita-
tion does not apply when a corporate credit
union provides credit enhancement beyond
any contractual obligation to support assets
it has sold.

(ii) Mortgage-related securities or partici-
pation certificates retained in a mortgage
loan swap. If a corporate credit union holds
a mortgage-related security or a participa-
tion certificate as a result of a mortgage
loan swap with recourse, it must hold risk-
based capital to support the recourse obliga-
tion and that percentage of the mortgage-re-
lated security or participation certificate
that is not covered by the recourse obliga-
tion. The total amount of risk-based capital
required for the security (or certificate) and
the recourse obligation is limited to the
risk-based capital requirement for the under-
lying loans, calculated as if the corporate
credit union continued to hold these loans as
an on-balance sheet asset.

(iii) Related on-balance sheet assets. If an
asset is included in the calculation of the
risk-based capital requirement under this
Section II(c) and also appears as an asset on
the corporate credit union’s balance sheet,
the corporate credit union must risk-weight
the asset only under this Section II(c), ex-
cept in the case of loan servicing assets and
similar arrangements with embedded re-
course obligations or direct credit sub-
stitutes. In that case, the corporate credit
union must separately risk-weight the on-
balance sheet servicing asset and the related
recourse obligations and direct credit sub-
stitutes under this section, and incorporate
these amounts into the risk-based capital
calculation.

(6) Obligations of CUSOs. All recourse obli-
gations and direct credit substitutes re-
tained or assumed by a corporate credit
union on the obligations of CUSOs in which
the corporate credit union has an equity in-
vestment are risk-weighted in accordance
with this Section II(c), unless the corporate
credit union’s equity investment is deducted
from the credit union’s capital and assets
under §704.2 and §704.3.

(d) Collateral. The only forms of collateral
that are recognized for risk-weighting pur-
poses are cash on deposit in the corporate
credit union; Treasuries, U.S. Government
agency securities, and U.S. Government-
sponsored enterprise securities; and securi-
ties issued by multilateral lending institu-
tions or regional development banks. Claims
secured by cash on deposit are assigned to
the zero percent risk-weight category (to the
extent of the cash amount). Claims secured
by securities are assigned to the twenty per-
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cent risk-weight category (to the extent of
the fair market value of the securities).

[75 FR 64852, Oct. 20, 2010]

EFFECTIVE DATE NOTE: At 77 FR 74111, Dec.
13, 2012, appendix C was amended by remov-
ing the definition of Traded position from
paragraph I(b); revising paragraphs II
(a)(2)(viii)(A), II (a)(2)(viii)(B) introductory
text, II (b)(1)(iv), II (b)(2)(ii), and II (b)(4): re-
moving paragraphs II (¢)(3) and (4); add new
paragraph II (c¢)(3); and redesignating para-
graph II (c)(5) and (6) as paragraphs II (c)(4)
and (5), respectively, effective June 11, 2013.
For the convenience of the user, the added
and revised text is set forth as follows:

APPENDIX C TO PART 704—RISK-BASED
CAPITAL CREDIT RISK-WEIGHT CAT-
EGORIES

* * * * *

PART II: RISK-WEIGHTINGS

(@) * * *

(2) * % %

(viii) * * *

(A) A qualifying securities firm must meet
the minimum credit quality standards as es-
tablished by the corporate credit union’s
board of directors or have at least one issue
of long-term unsecured debt that is reason-
ably determined to present no more than a
minimal amount of credit risk, whichever re-
quirement is more stringent. Alternatively,
a qualifying securities firm may rely on the
creditworthiness of its parent consolidated
company, if the parent consolidated com-
pany guarantees the claim.

(B) A collateralized claim on a qualifying
securities firm does not have to comply with
the requirements of paragraph (a) of this sec-
tion of Appendix C if the claim arises under
a contract that:

* * * * *

(b) * % %

(1) * % %

(iv) Unused portions of ABCP liquidity fa-
cilities that do not meet the definition of an
eligible ABCP liquidity facility. The result-
ing credit equivalent amount is assigned to
the risk category appropriate to the assets
to be funded by the liquidity facility based
on the assets or the obligor, after consid-
ering any collateral or guarantees.

(2) * * *

(ii) Unused portions of commitments (in-
cluding home equity lines of credit and eligi-
ble ABCP liquidity facilities) with an origi-
nal maturity exceeding one year except
those listed in paragraph II (b)(5) of this Ap-
pendix. For eligible ABCP liquidity facili-
ties, the resulting credit equivalent amount
is assigned to the risk category appropriate
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to the assets to be funded by the liquidity fa-
cility based on the assets or the obligor,
after considering any collateral or guaran-
tees.

* * * * *

(4) 10 percent credit conversion factor
(Group D). Unused portions of eligible ABCP
liquidity facilities with an original maturity
of one year or less. The resulting credit
equivalent amount is assigned to the risk
category appropriate to the assets to be
funded by the liquidity facility based on the
assets or the obligor, after considering any
collateral or guarantees.

* * * * *

() * * *

(3) Internal ratings-based approach—

(i) Calculation. Corporate credit unions
with advanced risk management and report-
ing systems may seek NCUA approval to use
credit risk models to calculate risk-weighted
asset amounts for positions described in
paragraphs II (c¢)(1) and (2) of this section of
the Appendix C. In determining whether to
grant approval, NCUA will consider the fi-
nancial condition and risk management so-
phistication of the corporate credit union
and the adequacy of the corporate’s risk
models and supporting management infor-
mation systems.

(ii) Consistent use of internal ratings-based
approach. A corporate credit union that has
been granted NCUA approval to use an inter-
nal ratings-based approach and that has de-
termined to use such an approach must do so
in a consistent manner for all securities so
rated.

§704.21 Enterprise risk management.

(a) A corporate credit union must de-
velop and follow an enterprise risk
management policy.

(b) The board of directors of a cor-
porate credit union must establish an
enterprise risk management com-
mittee (ERMC) responsible for review-
ing the enterprise-wide risk manage-
ment practices of the corporate credit
union. The ERMC must report at least
quarterly to the board of directors.

(c) The ERMC must include at least
one independent risk management ex-
pert. The risk management expert will
have post-graduate education; an actu-
arial, accounting, economics, financial,
or legal background; and at least five
years experience in identifying, assess-
ing, and managing risk exposures. The
risk management expert’s experience
must also be commensurate with the

12 CFR Ch. VII (1-1-13 Edition)

size of the corporate credit union and
the complexity of its operations. The
board of directors may hire the inde-
pendent risk management expert to
work full-time or part-time for the
ERMC or as a consultant for the
ERMC.

(d) A risk management expert quali-
fies as independent if:

(1) The expert reports to the ERMC
and to the corporate credit union’s
board of directors;

(2) Neither the expert, nor any imme-
diate family member of the expert, is
supervised by, or has any material
business or professional relationship
with, the chief executive officer (CEO)
of the corporate credit union, or any-
one directly or indirectly supervised by
the CEO; and

(3) Neither the expert, nor any imme-
diate family member of the expert, has
had any of the relationships described
in paragraph (d)(2) of this section for at
least the past three years.

(e) The risk management expert is
not required to be a director of the cor-
porate credit union.

[76 FR 23871, Apr. 29, 2011]

EFFECTIVE DATE NOTE: At 76 FR 23871, Apr.
29, 2011, §704.21 was added, effective April 29,
2013.

§704.22 Membership fees.

(a) A corporate credit union may
charge its members a membership fee.
The fee may be one-time or periodic.

(b) The corporate credit union must
calculate the fee uniformly for all
members as a percentage of each mem-
ber’s assets, except that the corporate
credit union may reduce the amount of
the fee for members that have contrib-
uted capital to the corporate. Any re-
duction must be proportional to the
amount of the member’s nondepleted
contributed capital.

(c) The corporate credit union must
give its members at least six months
advance notice of any initial or new
fee, including terms and conditions, be-
fore invoicing the fee. For a recurring
fee, the corporate credit union must
also give six months notice of any ma-
terial change to the terms and condi-
tions of the fee.
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